IN THE UNI TED STATES BANKRUPTCY COURT

FOR THE SOUTHERN DI STRI CT OF ILLINO S
| N RE: I n Proceedi ngs
Under Chapter 13
PAULI NE M MEEKS,
No. BK 95-40734

N N e e N

Debtor(s).
OPI NI ON

At issue in this chapter 13 proceeding is whether a witten
agreenment between RTORents ("RTO') and debtor for the | ease of a
washer and dryer is atrue |l ease subject to assunption or rejection
under 11 U.S.C. § 365 or a security agreenment. |In her plan, debtor
treats RTO s claimas secured and proposes to pay RTOthe sum of
$500. 00 (the al | eged val ue of the property) plusinterest at therate
of ni ne percent. RTOobjects to confirmation of the plan onthe basis
that the agreenment at issue is a | ease that nust be assumed or

rej ect ed.

EACTS

On May 31, 1995, debtor and RTO executed a witten docunment
entitled "Rental Purchase Agreenent," pursuant to whi ch debtor agreed
torent a used washer and m ni-dryer. The termof the agreenent i s one
nont h. The agreenent provides that debtor can make either weekly
paynments of $19.07 or nonthly paynents of $76.28. Debtor is not
obligated torenewthe agreenent after the first nonth, but may do so
"weekly or nont hly by maki ng anot her paynment before [the] paidterm
expires." Rental Purchase Agreenent at § 8. Debtor canterm nate the
agreenent at any time by returning the property or by not renew ng the

agreenent before the end of any paid rental period.



The agreenment al so grants debtor the opti on of purchasing the
property in one of two ways. Debtor can becone the owner of the
property by maki ng aninitial paynment of $83. 78, pl us seventy-four
addi ti onal weekly paynments, for atotal anmount of $1,494.92. Inthe
al ternative, debtor can purchase the property t hrough an early purchase
option. The purchase priceis conputed by subtracting those rental
paynments al ready paid fromthe total dollar anount of the paynents
debt or nmust ot herwi se pay to acquire ownership ($1,494.92), and
mul ti plying that difference by sixty percent. The early purchase
optionis available only duringthe first sixty-two weeks or first
fourteen nonths of the agreenent.

Wthrespect tothe question of ownership, the agreenent al so
provi des as foll ows:

EQUI TY: You understand t hat we own t he property until you

buy it or get ownership as statedinthis agreenent. During

therental term you do not have any ownershipinterest in

t he property at all. You do not havetheright toarefund

of any rental paynments when this agreement is term nated.

Rent al Purchase Agreenent at { 16.

DI SCUSSI ON

The exi stence, nature and extent of a security interest in

property is governed by statelaw. Inre Powers, 983 F. 2d 88, 90 (7th

Cir. 1993) (citations omtted). Section 1-201(37) of thelllinois
Uni form Commerci al code, anmended in 1991, provides:
(37) "Securityinterest” neans aninterest in personal

property or fixtures whi ch secures paynent or performance of
an obligation....

! This figureis conputed by addi ng t oget her t he nont hl y paynment
of $76.28 and a processing fee of $7.50.
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Whet her a transaction creates a | ease or security
interest is determ ned by the facts of each case; however,
a transaction creates a security interest if the
considerationthe |l esseeisto pay thelessor for the right
t o possessi on and use of the goods is an obligationfor the
termof the | easenot subject totermnationbythelessee;
and

(a) the original termof the | ease is equal to or
greater than the remaining economc |life of the goods;

(b) the lessee is bound to renewthe | ease for the

remai ni ng economc life of the goods or i s bound to becone
t he owner of the goods;

(c) thelessee has anoptiontorenewthe |l ease for
t he remai ni ng econom c |ife of the goods for no addi ti onal
consi deration or nom nal additional consideration upon
conpliance with the | ease agreenent; or

(d) the |l essee has an option to becone the owner of
t he goods for no additional consideration or nom nal
addi ti onal consi derati on upon conpliance withthel ease
agreenent .

A transaction does not create a security interest
nmerely because it provides that:

(a) the present val ue of the considerationthelessee
is obligatedto pay the lessor for theright to possession
and use of the goods i s substantially equal toor is greater
than the fair market val ue of the goods at the tine the
| ease is entered into;

(b) the |l essee assunes ri sk of | oss of the goods, or
agrees to pay taxes, insurance, filing, recording, or
registration fees, or service or mai ntenance costs with
respect to the goods;

(c) thelessee has anoptiontorenewthelease or to
become the owner of the goods;

(d) thelessee has anoptiontorenewthe |l ease for a
fixedrent that is equal to or greater than the reasonably
predi ctabl e fair market rent for the use of t he goods for
the termof the renewal at the tinme the optionis to be
perforned; or

(e) the |l essee has an optionto beconme the owner of

t he goods for afixedpricethat is equal toor greater than
t he reasonabl y predi ctabl e fair market val ue of the goods at
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the tinme the option is to be perforned.
810 ILCS 5/1-201(37) (enphasis added).?
Section 1-201(37) focuses on t he econom cs of the transaction, not
theintent of the parties. Inrelerch, 147 B.R 455, 460 (Bankr. C. D.
I11. 1992). The statute sets forth certain standards that nust be
consi dered i n determ ni ng whet her an agreenent isatruelease. Inre
Lerch explains the manner in which these standards are to be appli ed:

The initial portion of thefirst sentence of the second
unnunber ed par agr aph cont ai ns the basic directionthat the
determ nationis made based on t he facts of each case. The
| atter portionof thefirst sentence... startingwiththe
wor d "however" creates an exceptionto the basic direction
t hat the determ nationis nmade onthe facts of each case, as
it provides that without | ooking at all the facts, al ease
wi Il be construed as a security interestif a debtor cannot
termnatethe |l ease, andif one of the four enunerated terns
is present in the | ease.

Absent a mandated cl assification, the determnationis
based on the facts of the case. At this point the third
unnunber ed par agraph conmes i nto effect. Focusing onthe
econom cs of the transaction, it states that a security
interest i s not created nerely because it contains any of
the five terns enumerated in the third unnunbered paragraph.

Id. at 460 (enphasis added).

2 Anended section 1-201(37) becane effective on January 1, 1992.
It applies to the instant case sincethe agreement i n question was
executed in May 1995. Prior toits amendnent, the statute provided, in
pertinent part, as follows:

Whet her alease is intended as security is to be determ ned
by t he facts of each case; however, (a) the inclusion of an
option to purchase does not of itself make the | ease one
i ntended for security, and (b) an agreenment that upon
conpliance with the ternms of the | ease the | essee shall
becone or has the option to becone t he owner of the property
for no additional consideration or for a nom nal
consi der ati on does nmake t he | ease one i ntended for security.

1. Rev. Stat. ch. 26, T 1-201(37).
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The Court nust first determ ne whet her the agreenent at i ssueis
a security agreenent as a matter of |lawunder 8§ 1-201(37). The Court
finds that it is not. Paragraph fourteen of the agreenent grants
debtor an option to termnate the agreenment at any time and
specifically provides:

TERM NATI ON AND DEFAULT: You ar e not obligatedin any way
torenewthis agreenent or to buy the property. You can
term nate this agreenent by providing for the i medi ate
return of the property to us or by not renewing this
agreenent before the end of any paidrental period. You
agreeto pay rent until the property is returnedto us or
until you own it as stated in this agreenment. We may
term nate this agreenent if youfail to keep any of your
agreenents. W may notify you of termnationinwitingor
by telling you.
Rent al Purchase Agreenment at  14. In light of this provision, the
Court cannot say, as a matter of | aw, that the agreenent constitutes a

security agreenent as definedinthe second paragraph of 8§ 1-201(37).

The Court, then, nust eval uate the nature of the agreenent by
consi deration of the foll owi ng additional factors: (1) whether the
| essee has an optiontorenewthe | ease or to becone t he owner of the
property; (2) whether the useful |ife of the property exceeds t he
| engt h of the termof the |l ease; (3) whether the anount of rent exceeds
the fair market val ue of the property; and (4) whet her the debtor is
responsi bl e for the paynent of taxes, insurance and ot her costs

incident to ownership. Seelnre Marhoefer Packing Co., Inc., 674 F. 2d

1139 (7th Cir. 1982); Inre Spears, 146 B.R. 772 (Bankr. S.D. I11.

1992) .

VWi | e t he agreement does grant debtor arenewal option, as well



as an optionto becone the owner of the property, 8 1-201(37) provides
that "[a] transaction does not create a security interest nerely
because it provides that ... the | essee has an option to renewthe
| ease or to beconme t he owner of the goods...." 810 ILCS5/1-201(37).
In addition, the Seventh Circuit has held that the inclusion of an
option to purchase does not necessarily create a security agreenent
where the | essee al so has theright toterm nate the agreenent at any

time. Inre Marhoefer, 674 F.2d at 1143. Thi s hol di ng was reaffirmnmed

inlnre Powers, 983 F.2d 88 (7th Cir. 1993), a case which, |ikethe

present one, involved a"rent to own" agreenent. The Powers court

concl uded t hat "even t hough t he | essee can acqui re t he goods at t he end

of the lease's term the |l essee is under no obligation to nmake t he

paynments that will allow himto exercise the option." 1d. at 91.3
Wthregardtothe second factor, the courts have generally held

t hat when the useful life of the property exceeds the termof the

| ease, the agreenent isatruelease. See, e.q., Inre Marhoefer, 674

F.2d at 1145. See also 1D Secured Transactions Under U.C. C. §

30.02[4][c][vii] at 30-74. As explained by the court in Marhoefer:

An essential characteristic of atrueleaseis that there be
sonet hing of valuetoreturntothelessor after theterm
VWhere the termof the |l ease i s substantially equal tothe
lifeof theleased property suchthat there will be nothing
of valuetoreturn at the end of the | ease, the transaction

3 Wil e bot h Mar hoef er and Power s wer e deci ded under the pri or
version of 8 1-201(37), the Seventh Grcuit's analysis of the effect of
alessee'sright totermnateis bothrel evant and applicabletothe
case at bar. Seealsolnre Mrris, 150 B.R 446, 449 (Bankr. E. D. M.
1992) (because debtors were not obligated by the terns of the rental
pur chase agreenent to nake paynments until suchtinme as the optionto
own arose, agreenent could not be a conditional sale or a | ease
i ntended as security).




is in essence a sale.

Inre Marhoefer, 674 F.2d at 1145 (citations onitted).4 The partiesin

t he present case failedto present any evi dence regardi ng t he usef ul
life of the property. Inthe absence of such evi dence, the Court can
only assunme that the useful |ife of the washer and dryer exceeds the

initial onemonthtermof the agreenent. Seeln re Spears, 146 B. R at

775 (useful life of washer, dryer, tel evision and stereo exceeded
initial one week termof agreenent, thus supporting court's finding
t hat agreenent was a | ease).> Consideration of this factor, therefore,
suggests that the agreenment in question is a true |ease.

The Court nust al so consi der whet her t he anount of rent exceeds
the fair market val ue of the property. Generally, "[i]f the total
rental s payabl e under the | ease equal or exceed t he purchase price,

then a security agreenment is indicated.”" 1DSecured Transactions Under

4 This test is often expressedinterns of "residual value." In
ot her words, there nmust be sonething of valuetoreturntothelessor
at the expiration of thelease. If not, "thetransaction functions
exactly the sane as aninstall ment sale ... and whet her there are any
tangiblereminstoreturntothel essor shouldbeirrelevant.” 1D
Secured Transactions Under U.C. C. at 30-74.

This principleis nowcodifiedin § 1-201(37) of the Uniform
Comrer ci al Code. Specifically, the second paragraph of that section
provi des that a transaction creates a security interest "if the
considerationthe lesseeistopay thelessor ... isanobligationfor
the termof the | ease not subject totermnation by the |l essee and (a)
the original termof the |lease is equal to or greater than the
renai ni ng economc life of the goods."” 810 I LCS5/1-201(37) (enphasis
added) .

5 Even assum ng arguendo that the termof the lease is for
seventy-four weeks--the | ength of tine debtor nust make paynents in
order to acquire ownership under the first purchase option--the Court
assunes, inthe absence of further evidence, that the useful Iife of
the property exceeds even that period of tine.
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U CC 8§ 30.02[4][c][v] at 30-66. However, this "test" has been
sharply curtailed by the amendnents to § 1-201(37). The third
par agraph of that section provides in pertinent part:

A transaction does not create a security interest
merely because it provides that:

(a) the present val ue of the considerationthelessee

isobligated to pay the l essor for theright to possession

and use of the goods i s substantially equal to or greater

than the fair market val ue of the goods at the tine the

| ease is entered into....
810 I LCS 5/ 1-201(37). Therefore, it can no | onger be assuned t hat
because the rental paynents equal or exceed t he purchase price, or fair
mar ket val ue, the agreenent is necessarily a security agreenent.
Mor eover, inthe present case, the termof the agreenent i s one nont h,
and one nonth's rent--the amunt debtor was obligated to pay--is
substantially less than the fair nmarket value of the property.®
Arguably, the total rent paid by debtor coul d exceed the fair market
val ue of the property (if, for exanple, debtor continues to nake
payments for a period of seventy-four weeks in order to acquire
owner shi p). However, that factor al one does not indicate that the
agreenment at issue is a security agreenent.

Final ly, although debtor i s responsible for the payment of taxes

and carriestherisk of | oss for danage to t he property, "these terns

are not sufficient per setocreate asecurityinterest." Inre Lerch,

6 The agreenent states that the cash prices of the washer and
dryer are, respectively, $431.57 and $345.60. |n the absence of ot her
evi dence, the Court assunes that these are the fair narket val ues of
the property.



147 B.R at 461.7 As expl ai ned by t he Mar hoef er Court, "[c]osts such
as taxes, insurance and repairs are necessarily borne by one party or
the other. They reflect | essthe true character of the transaction
t han t he strength of the parties' respective bargaining positions.” In

re Marhoefer, 674 F.2d at 1146.

Accordingly, for the reasons stated, the Court finds that the

agreenent inquestionis atruelease. The objectionto confirmtion
filed by RTO is sustained.
DATED: DECEMBER 15, 1995

7 Inaddition, while debtor carries therisk of | oss for damge
tothe property, the agreenent provides that RTO"w | | provi de service
for the property covering normal repairs at no addi ti onal charge...."
Rental Purchase Agreenent at { 15.
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